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OPI NI ON

These appeals are nade pursuant to sections 18594
and 25667 of the Revenue and Taxation Code against the action
of the Franchise Tax Board on the protest of John D. and
Lucile A. Lindsey and Dev-Land, Inc., against proposed assess-

?E?ES of additional personal incone tax and franchise tax, as
ol | ows:

| ncome Pr oposed
Appel [ ant s Years Assessnent s
John D. Lindsey 1966 $ 2,893.96
1967 12,387.10
John D. and Lucile A Lindsey 1968 24,156.90
Dev-Land, Inc. 113171 7/31/86 7,623,31 6,845, 77
7/31/78 5,154.08
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Appeal s of John D. and Lucile:a. Lindsey,
and Dev-Land, | ncC.

Appel I ant John p. Lindsey (Lindsey) was engaged in
recreational |and sales as an individual and thrE%%h Dev- Land,
Inc. (Dev-Land), his wholly owned corporation. -Land
‘acted as broker for Lindsey during the appeal years and al so
sol d sone of its own parcels of land as principal. Approxi-
mately one-half of Dev-Land's sales were of |and owned by
Li ndsey. These sales were usually handled as follows:

The buyer paid ten to twenty-five percent of the
purchase price in cash;, the bal ance, secured bY a dFed of
trust, was payable in monthly installnents. Ffty-five per-
cent of the down paynent went to Dev-Land in partial paynent
of its commission, which was thirty percent of the sale price;
Li ndsey received the bal ance of the down payment. Upon recel pt
of each installment, Lindsey paid to Dev-Land forty percent
‘of the installment on account of the unpaid portion of the
brokerage conmission. (The reporting of income from the cash
down payment and the monthly installnents are not at issue in
"this appeal.) At two nmonth intervals, Dev-Land had the right
to obtain buyers' notes from Lindsey in the amount of the
rgna|n|n% unpai d commissions. No notes were transferred by
Li ndsey to Dev-Land during the appeal years but notes in the
?gggnt of commi ssions remaining unpaid were transferred in

_ Li ndsey el ected to use the accrual nmethod of account-
ing and to report his income fromland sales using the install-
ment method. He reported as incone his share of each paynment

as it was received. However, he deducted the entire comm ssion

expense payable to Dev-Land in the year of sale.

Dev-Land also elected the accrual nethod of account-
ing. It reported each conm ssion payment when it was received
from Lindsey. If a buyer defaulted on a note, then Lindsey
was not obligated to continue paying Dev-Land the conmm ssion
on the sale. ™ Wen'notes transteired from Lindsey were the
mode of payment, Dev-Land reported only 25 percent of the face
val ue of'the notes upon receipt, and as paynents were.nmade on
the notes, Dev-Land reported 75 percent as taxable income and
25 percent as a return of capital.

_ After auditing aPpeIIants' returns for the years in
question, respondent disallowed all the comm ssions expense
claimed by Lindsey, except that which he was required to pay
pev-Land from buyers' installnent paynents. This action was
based. on respondent's determ nation that the conm ssion expense

.did not accrue until each installment was received fromthe ‘
?uyea, at which time Lindsey's liability to pay Dev-Land was g

| xed.
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Appeal s of John D. and Lucile A Lindsey,
and Dev-Land, Inc.

Because the taxpayers are related and both use the
accrual method of accounting, respondent believed that appel-
lants' accounting of the comm ssions as income and expense
shoul d be consisient, that is, accrue sinultaneously. Lindsey
di sagreed, maintaining that the full conm ssions expense was
deductible by himin the year of sale. Thereafter, respon-
dent's auditor issued assessnents agai nst Dev-Land, applying
LlndseY's accountln% met hod on the theory that if Lindsey
proper K deducted the entire conm ssions expense, then Dev-Land
shoul d_have reported the entire amunt as income in the sane
year, in order to clearly'reflect both appellants' incone.

Respondent and appellants failed, in several neetings,
to agree on an accounting method for both taxpayers, Appel-
lants maintain that the 1ssue of an accounting method is sec-
ondary to the question of whether Dev-Land properly discounted
the face value of notes it received. At the oral hearing in
this matter, appellants presented testinmony concerning the
fair market value of recreational land sales notes and respon-
dent's counsel conceded that a forty to fifty percent valuation
was reasonable. However, he enphasized that the primry issue
remai ned the consistent timng of income and deductions by
the taxpayers.

. For the reasons expressed bel ow, we have concl uded
that Lindsey inproperly deducted the entire conm ssions expense
at the time of sale.

It is well established that the method of accounting
used by,a t axpayer nust clearly reflect income. (Cal. Admn.
Code, tit. 18, feg. 17561, subd. (a) (2).) |f a taxpayer chooses
the accrual nethod then he may claim deductions for the taxable
year "in which all the events have occurred which determ ne
the fact of the liability and the anount thereof can be deter-
mned with reasonable accuracy." (Cal. Admin. Code, tit. 18,
reg. 17591, subd. (a)(2).)

_ Under the ternms of Lindsey's contract wth Dev-Land

Li ndsey was not obligated to pay Dev-Land's conm ssion (beyond
the percentage of the down paynent) until and unless Lindsey
actuaII% recei ved buyers' installnent Paynents= Thus, it is
clear that Lindsey's liability to pay the commi ssion expense

In question arose, not at the time of sale, but as each install-
nment became due. This is the only logical result to be reached,
otherw se Lindsey would be able to deduct expenses he m ght
never incur and thus avoid paynent of taxes on his true taxable
Income.  (See Hawekotte, Accrual and Unusual Punishnent, 25
UCLA L. Rev. 70, 73-78 (1977), for a sunmary of tne require-
ments of the "all events" test; see also, United States v.
Anderson, 269 U S. 422 (70 L. Ed. 347] (1926).)
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Appeal s of John D. and rucile A Lindsey,
and Dev-Land, Inc.

V¢ are not persuaded by the authorities cited by
appel | ant that our conclusion should be different here. Appel-
lants rely on the case of Ohner Register Co. V. _

131 r.2d 682 (6th cir. 1942), to support Llndsey's deduction

of the full conm ssions expense at once. But rn Chmer Register
the taxpayer had reported the sales incone at the sane tine

as it deducted the sales expense, and we believe this fact

was critical to the court's (easonlng i.e.. "[bloth sides of
the |edger nust be treated alike." (Ohmer Register-Co., supra,
at 684; see also Alr-Way Electric éﬁpllance Cor p. v.(iuiiiﬂg;
123 F.2d 20 (6th Cir. 1941).) Tn the instani case, Dev-Land's
conmi ssion income was definitely not reported simultaneously

wi th Lindsey's deduction of conmm ssion expense, resulting in
the sort of "divided transaction" which _Ohmer Reqisterrejected.
(Chrer Register Co., supra, at 684.)

“Finally, we do not agree that Lindsey, as a dealer,
was "required" to deduct the full conm ssions expense at the
time of sale. Appellants apparently overlooked sone of the
Ian%y%ge contained in a case cited by them sSolly |
31 T.C. 431 (1958), affd., 272 r.2d4 135 §7th Gr. 1959), in
whi ch the taxpaﬁer charged to the cost of sale, the expense
of furnishing abstracts to |and buyers at the time of final
payment. In rejecting this approach the Tax Court stated:

(Rlespondent has consi stent| rovi ded
t hat p"deal ers" should de ucty S%I?Yng

comm ssions and other sales expenses as
ordinary business expenses in the year of
accrual or paynent, depending on the
met hod_of accounting, and that such
expenses shoul' d not be spread over the
period of the installment paynents,
[Citations.] (31 T.C. at 436.) (Enphasis
added. )

In fact, the reasoning of Frankenstein rejects the deduction
?f gafef costs which are nmerely estimated and not a definite
fability.

_ W are convinced that appellants' accounting prac-
tices distorted their true incone and therefore, pursuant to
Cal. Admin. Code, tit. 18, reg. 17561, subd. (b) (1), respon-
dent has properly exercised its authority to require an
accounting nethod which is an accurate picture of Llndse¥'s
and Dev-Land's respective incomes. The appellants have tailed
to show error in respondent’s action and tor that reason, we
bel i eve the proposed assessnents of personal incone tax against
Li ndsey nust be upheld. W further find that the assessnments
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Appeal s of John D. and Lucile: A. Lindsey,
and Dev-Land, | nc.

agai nst Dev-Land shoul d be reversed; that being so, it is
unnecessary to consider further Dev-Land's contentions
concerning the fair market value of notes it received from
Li ndsey in payment of sales conm ssions.

ORDER

Pursuant to the views expressed in the opinion of

the board on file in this proceeding, and good cause appearing
therefor,

| T IS HEREBY CORDERED, ADJUDGED AND DECREED
pursuant to section 18595 of the Revenue and Taxation Code,
that the action of the Franchise Tax Board on the protest of
John D. and Lucile A Lindsey to proposed assessnents of addi-
tional personal income tax in the amounts of $2,893.96 and
$12,387.10 agai nst John D. Lindsey individually for the years
1966 and 1967, resFthlver, and to a proposed assessnent of
addi tional personal income tax in the anount of $24,387.10
against themjointly for the year 1968, be and the sanme is
hereby sustained; and pursuant to section 25667 that the action
of the Franchise Tax Board on the protest of Dev-Land, Inc.
agai nst proposed assessments of additional franchise tax in
the amounts of $6,845.77, $7,623.31, and $5,154.08 for the
income years ended July 31, 1966, July 31, 1967 and July 31,
1968, respectively, be and the same is hereby reversed.

Done at Sacranento, California, this 28th day of

June » 1979, by the State Board of Equalization.
-Qé%m /b @.«.«éé{ rman
, Member
_+ Member
/ | , Member
’ [hmnber
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BEFORE THE STATE BOARD OF EQUALIZATION
OF THE STATE OF CALIFORNIA

In the Matter of the Appea of

)
)
JOHN D. AND LUCILE A. LINDSEY, )
AND DEV-LAND, INC. )

ORDER CORRECTING CLERICAL ERROR

It is hereby ordered that the date ""'7/31/67" be substituted
for the date "7/31/77" and that the date "7/31/68" be substituted for
the date "7/31/78" under the column “Income Years’ on page 1 of the
opinion and order issued by this board on June 28, 1979.

Done at Sacramento, California, this 14th  day of
November , 1979, by the State Board of Equalization.

J!%!! L e_{vqk , Chairman

R , Member

, Member

, Member

, ™2
jz .WC/// é//q , Member
77 /
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